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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GERBER, Chi ef Judge: Petitioner seeks the redeterm nation

of respondent’s determ nations contained in two separate notices
of deficiency. Unless otherwise indicated, all section
references are to the Internal Revenue Code in effect for the

taxabl e years at issue. All Rule references are to the Tax Court



Rul es of Practice and Procedure.

followi ng i nconme tax deficiencies,

-2 -

penal ties,

Respondent determ ned the

and additions to

tax for petitioner’s 1987 through 1991 taxabl e years:!?

Year :

Defi ci ency:

Additions to tax

and penalties

under secs.:
6651(a) (1)
6653(a) (1) (A
6653(a) (1)
6653(a) (1) (B)
6653(b) (1) (A
6653(b) (1)
6663
6653(b) (1) (B)
6662( a)

1987

$374, 201

58, 840
15, 607

1

78, 269
2

1989

1988

$86, 517 $105, 165

11,931 8,710

3,755 ---

10, 573 ---
--- 13, 786

--- 13, 828

1990

$173, 542

41,598

21,190

30,571

5,997

10, 240

5, 337

i nterest due on $280, 318.
i nterest due on $62, 059.

1 50 percent of
2 50 percent of

After concessions the i ssues renmuaining for

by the parties,

(1) Whether petitioner’s debt that was

our consideration are:

forgiven as part of a settlenent agreenent is includable in

(2) whether petitioner’s stock and

petitioner’s 1990 i ncone;
option trading activity was a trade or business entitling himto

claimordinary | osses and/or business deductions on a Schedul e C,

Profit or Loss From Business; (3) whether petitioner’s capital
gai ns/l osses for 1987, 1990, and 1991 were correctly reported,;
(4) whether petitioner is entitled to deduct paynents or

! Respondent al so determ ned substantial understatenment and
negl i gence additions to tax under former secs. 6661 and 6653(a)
for 1987 and 1988, respectively, and under sec. 6662(a) for 1989
t hrough 1991 as an alternative position if the fraud penalty were

not sustai ned under sec. 6653(b) or sec. 6663 as the case may be.
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br okerage comm ssion rebates clainmed for 1987 and 1988; (5)
whet her petitioner is entitled to defer gain realized fromthe
1987 sal e of a residence under section 1034 and, if not, the
anount of gain to be recognized; (6) whether petitioner is
entitled to deduct |osses froma horse breeding activity for 1987
t hrough 1991; (7) whether petitioner has shown that respondent’s
determ nation that petitioner failed to report certain itens of
income was in error; (8) whether petitioner is entitled to
item zed deductions for interest expenses, casualty |osses, and
enpl oyee expenses in excess of the anounts all owed by respondent;
(9) whether petitioner is entitled to dependency deductions for
his children and/or a personal exenption for his former wfe;
(10) whether petitioner is liable for additions to tax and
accuracy-rel ated penalties for negligence for 1987 through 1991,
and (11) whether petitioner is liable for additions to tax and
penal ties for substantial understatenents.

FI NDI NGS OF FACT?

Petitioner resided in Newport Beach, California, at the tine
his petition was filed. Petitioner’s Federal income tax returns
for 1987, 1988, 1989, 1990, and 1991 were filed on Decenber 20,
1988, Cctober 9, 1990, Novenber 17, 1990, February 26, 1993, and

2 The parties’ stipulation of facts is incorporated by this
ref erence.
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March 26, 1993, respectively. Petitioner and respondent entered
into tinely agreenents extending the period for assessnent for
each tax year in controversy.

Petitioner married Jo Ann Corrigan (Ms. Corrigan) during
1965, and they had four children. Petitioner holds a master’s
degree in finance and in business adm ni stration and began
wor ki ng as a stockbroker in southern California during 1970.

Begi nning in 1976, petitioner began working as a stockbroker in
San Francisco, California. Although petitioner and Ms. Corrigan
| egal |y separated during 1973, they noved to Wal nut Creek,
California, and lived together in a hone with their children.
Petitioner and Ms. Corrigan jointly purchased the hone in Wl nut
Creek for $89,000. They renodel ed the WAl nut Creek honme and
added a barn and horse stables to the property at a cost of
approximately $70,000. After the inprovenents, Ms. Corrigan
began boardi ng, breeding, and show ng horses.

At the tinme of their 1973 separation, petitioner and Ms.
Corrigan entered into a property settlenment agreenent providing
for child support, custody, and alinony. Ms. Corrigan was given
physi cal and | egal custody of the four children under the
agreenent. On what purported to be joint returns for 1987
t hrough 1991, petitioner clainmed dependency exenptions for his
four children and a personal exenption for Ms. Corrigan.

Respondent conceded that petitioner is entitled to file the
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returns as head of household for 1987 through 1991. Respondent

al so conceded that petitioner is entitled to dependency
exenptions for David in 1987 through 1989, Erin in 1987 through
1991, Robert in 1987 and 1991, and Any in 1991.

After petitioner and Ms. Corrigan’s divorce becane final
during 1977, they continued to cohabit. Petitioner left his
position in San Francisco during 1978 and accepted a new position
as a stockbroker with Smth Barney Harris Upham (Smth Barney) in
southern California. Petitioner flewto the Smth Barney office
in San Francisco for business on Fridays, and spent nobst weekends
with his famly at his Wal nut Creek hone that he continued to
mai ntain as his principal residence.

Petitioner and Ms. Corrigan purchased new resi dences and
| eft the WAl nut Creek home during 1986. The WAl nut Creek hone
was sold for $254,000 during 1987. On the 1987 Federal incone
tax return, petitioner reported the Wal nut Creek hone sale and
attenpted to defer the gain by attaching a Form 2119, Sale or
Exchange of Principal Residence. The Form 2119 reflected that
gain was realized fromthe Wal nut Creek honme sale and that the
recognition of the gain was to be deferred pursuant to forner
section 1034.

During 1986, petitioner and Ms. Corrigan jointly purchased
real property in Chino, California, for $495, 000. Ms. Corrigan

operated the property as a ranch, and her initials were used to
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nanme the ranch “JAC Ranch”. Although the nortgage on the ranch
was in petitioner’s nane alone, the deed to the property
reflected joint ownership by petitioner and Ms. Corrigan. Ms.
Corrigan used JAC Ranch as her primary residence beginning in
1986. Petitioner owned a hone in Newport Beach, California,
whi ch he used as his primary residence beginning in 1986.
Al t hough petitioner and Ms. Corrigan maintai ned separate
resi dences during the years in issue, they occasionally spent
time together in the sane househol d.

During 1984, petitioner accepted a position as an account
executive at Prudential -Bache (Prudential). At Prudential, the
position of account executive was the equivalent of a senior
stockbroker. Petitioner was not a |licensed stockbroker or dealer
in securities, and no license was required to act as a senior
stockbroker for Prudential. During 1984, Prudential |ent
petitioner $390, 000, which was evidenced by petitioner’s
prom ssory note to Prudential. Under the terns of the | oan,
petitioner was required to make six annual $65,000 installnents
with the first installnment due July 1985. Petitioner nade one
$65, 000 install nent, |eaving an unpaid bal ance of $325, 000.

Petitioner resigned his position at Prudential during August
1985 wi t hout repaying the outstandi ng $325, 000 | oan bal ance.
Prudential sought to collect the | oan bal ance and submtted its

$325,000 claimto arbitrati on. Petitioner asserted several
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grounds that related to his enploynent as counterclains

agai nst Prudential, including breach of contract, breach of the
covenant of good faith and fair enploynment, fraud, negligent

m srepresentation in petitioner’s hiring, and punitive danages.
During 1990, the arbitration proceedi ng was settled. Under the
settlenment, Prudential released petitioner fromhis obligation to
repay the $325,000 | oan bal ance, and petitioner agreed to drop
his enploynment-related clains. Petitioner’s attorney wote
petitioner a letter stating that the $325, 000 woul d be
reclassified by Prudential as punitive damages, but the attorney
did not provide any tax advice regarding this item

Prudential, in connection with the settlenment and rel ease of
the | oan obligation, issued petitioner a Form 1099 M SC,

M scel | aneous | ncone, for 1990 reflecting $325, 000 as nonenpl oyee
conpensation to petitioner. Petitioner did not report the
settlenment as incone.

During 1987, while petitioner’s dispute with Prudential was
ongoi ng, he transferred his interests in the JAC Ranch and the
Newport Beach residence to Ms. Corrigan. Ms. Corrigan quit-
claimed the deeds for both properties back to petitioner once
the Prudential matter was settled. At all pertinent tines,
petitioner was the sole nortgagee and the only person obligated
to make nortgage paynents with respect to the nortgage on the JAC

Ranch property.
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Ms. Corrigan intended to use the JAC Ranch for the
breedi ng, sale, and showi ng of horses. She had no source of
i ncome or capital other than what she received from petitioner.
She used these funds to pay the operating expenses and nortgage
paynments for JAC Ranch. Ms. Corrigan generally requested, and
petitioner advanced, approximately $10,000 per nonth for the
paynment of expenses for hay and grain, breeding costs, hired
hel p, and the purchase, training, and show ng of horses. During
the tinme petitioner nmade these paynents, he and Ms. Corrigan
were | egally divorced.

Petitioner and Ms. Corrigan did not enter into a joint
venture or profit and | oss agreenent with respect to the
operation of the JAC Ranch. Petitioner and Ms. Corrigan were
di vorced when they filed what purported to be joint Federal
incone tax returns and joint anmended returns. The purported
joint returns included clained | osses with respect to the
activities at the JAC Ranch. Petitioner and Ms. Corrigan were
not entitled to file joint incone tax returns for the years under
consi derati on.

Attached to the purported joint returns were Schedules C
reflecting Ms. Corrigan as the operator and sole proprietor of

the ranch. On separate Schedules C, petitioner, alone, was shown
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as the operator and sole proprietor of an activity in which he
clainmed to be engaged in the trade or business of buying and
selling options and commodi ti es.

Petitioner clainmed and respondent disallowed a theft |oss of
$21,000 for 1987. Petitioner’s claimwas on the basis of a
report he filed with the local police reflecting a $21, 000 theft
of cash fromhis Newport Beach home. There was no evi dence of
forced entry, and petitioner’s clained theft was not solved or
verified by local authorities. Petitioner did not seek
rei mbursenent of the clained $21,000 | oss from his honeowner’s
I nsurance conpany.

During 1987 through 1991, petitioner was enployed by Smth
Barney as an account executive in Newport Beach, California. He
earned conmi ssions of $1,081, 313, $321, 692, $527,900, $361, 105,
and $205, 064 for 1987, 1988, 1989, 1990, and 1991, respectively.
On his 1987 through 1991 returns, petitioner clained and
respondent disall owed expenses for work-related travel as
item zed deductions on the Schedules A, Item zed Deducti ons,
attached to each return.

Smth Barney, as a broker, and petitioner, as a Smth Barney
enpl oyee, dealt in syndicated stock offerings during 1987 and
1988, which differed fromregular stock transactions in that the
underwriting of the stock involved risk to the broker. Because

of the increased risk, the transacti on conmn ssi ons were
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substantially | arger and, on occasion, reductions in the anpunt
of comm ssions were negoti at ed.

During 1987 and 1988, JLB Capital, which was owned by Jack
Bergman (Bergman), was a Smth Barney custoner which was serviced
by petitioner. Petitioner was the account executive for three
JLB Capital accounts. JLB Capital was operated by Bergman as a
proprietorship during the years at issue. |In 1987 and 1988, JLB
Capi tal purchased syndicated stock offerings through petitioner,
who negotiated with Bergnman to rebate a portion of the conm ssion
petitioner received fromSmth Barney for syndicated stock sal es
to JLB Capital. On his 1987 and 1988 tax returns, petitioner
cl ai med reductions in gross incone for “rebates” of $289, 926 and
$135, 000, respectively.® The rebates were paid out of the
conmi ssions petitioner earned fromSmth Barney. Petitioner
i ssued Fornms 1099 to JLB Capital with respect to the above-
descri bed paynents.*

Petitioner managed a Smth Barney brokerage account in his

name and a second account held jointly wth Ms. Corrigan during

3 For 1988, petitioner also clainmed a reduction in inconme of
$23,837 for an anmount clainmed to be paid to an Anitra Kal agi an.
Petitioner concedes that this itemis not proper to consider in
conputing his tax liability.

4 For 1987 and 1988, petitioner was able to show, by neans
of cancel ed checks, that he had paid rebates of $265,699 and
$115, 000, respectively, to JLB Capital or Bergman. The Fornms
1099 issued to JLB Capital and the cancel ed checks are the only
support petitioner provided for the rebates reported on his
returns.
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1987 through 1991. A third Smth Barney account was held in Ms.
Corrigan’s name only during the sanme period. Petitioner was the
account executive for each of these three accounts.

Petitioner purchased and sold options and commodities
t hrough these accounts that resulted in both gains and | osses.
Petitioner used the account in his name (account No. 06K-153400)
to buy and sell options and commodities during the years 1987
t hrough 1989, and 1991. Petitioner incurred the follow ng net

gains and (losses) fromtrading in the account solely in his

name:
Year Net | ncone/ (Loss)
1987 $116, 185
1988 (4, 704)
1989 25, 845
1991 27, 375

Petitioner bought and sold commobdities and options through
the joint account (account No. 06K-151106) with Ms. Corrigan
during 1987 and 1988. Petitioner’s share of gains and (| osses)

fromthe joint account were as foll ows:

Year Net | ncone/ (Loss)
1987 $7, 243
1988 (22, 163)

Petitioner was the account executive for the third account
(account No. 06K-127531), which was solely in Ms. Corrigan’s
name. The transactions in that account and the anount of gains

and | osses are not those of petitioner.
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The nunber and frequency of the purchases and sal es of

comodities and options in the above-descri bed accounts are as

foll ows:
Petitioner’s Joi nt Ms. Corrigan’s Total Sal es
Year Account Account Account or_Purchases
1987 23 5 51 79
1988 39 37 4 80
1989 19 0 22 41
1990 0 0 3 3
1991 11 0 21 32

Petitioner clainmed that his dealing in options and

commodi ties constituted a trade or business.
OPI NI ONP

Petitioner chall enged nunerous adjustnments determ ned by
respondent for 1987 through 1991. After trial, petitioner
requested and was permtted several extensions of tine for the
filing of his factual and/or |egal argunents with the Court.
Utimately, petitioner did not file a posttrial brief to assist
the Court in better understanding his position regarding the
errors that he alleged exist with respect to respondent’s
determ nati ons.

|. Settlenent and Rel ease of $325, 000 Debt

During 1984 petitioner borrowed $390, 000 from Prudenti al .
Petitioner repaid $65,000 and continued to owe $325, 000 as of

1985, when he resigned his position with Prudential. Prudenti al

5 Sec. 7491 does not apply because the audits for 1987
t hrough 1991 occurred before 1998.
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sought to collect petitioner’s $325,000 obligation and petitioner
asserted counterclains for breach of contract, breach of the
covenant of good faith and fair enploynment, fraud, negligent
m srepresentation in petitioner’s hiring, and punitive danmages.

During 1990, petitioner and Prudential agreed to a nutual
rel ease of all clainms between them According to the terns of
the rel ease, in exchange for petitioner’s release of all clains,
Prudential in turn rel eased petitioner fromall clains,
“Iincluding without imtation as to any and all prom ssory notes
by or [indebtedness] of Corrigan to Prudenti al - Bache.”

Correspondi ngly, petitioner released Prudential fromall of the
asserted counterclai ns.

Petitioner contends that the settlenent is to be excl uded
fromincome under section 104(a)(2) because it was for a tortlike
personal injury and/or that it was to settle a claimfor punitive
damages. Respondent counters that petitioner has not shown that
the settlenent was for tortlike injuries, and, even if the
settlenment were for punitive damages, it would not be excludable
under section 104(a)(2).

Section 61(a) provides that “all incone from whatever source
derived” is gross inconme unless otherw se excluded by statute.
The definition of gross incone includes inconme fromthe discharge
of i ndebtedness. Sec. 61(a)(12); sec. 1.61-12(a), |ncone Tax

Regs. Accordingly, receipt of funds by a taxpayer is presuned to
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be gross incone unless it can be denonstrated that the accession

to wealth is specifically excluded by |aw. See Conm ssioner V.

d enshaw 3 ass Co., 348 U. S. 426, 431 (1955).

Petitioner was relieved of his obligation to pay the
remai ni ng $325, 000 due on his prom ssory note to Prudential and,
therefore, realized income fromthe forgiveness of debt, unless
petitioner can show that the incone may be excluded.® Petitioner
contends that section 104(a)(2) should apply to exclude the
$325,000 fromhis income. Section 104(a)(2) provides:

SEC. 104(a). In Ceneral.-—Except in the case of
anopunts attributable to (and not in excess of)

deductions al |l owed under section 213 (relating to

medi cal , etc., expenses) for any prior taxable year,
gross i ncone does not include—-

* * * * * * *

(2) the anpbunt of any damages received
(whether by suit or agreenent and whether as | unp
suns or as periodic paynents) on account of
personal injuries or sickness;

* * * * * * *

* * * Pparagraph (2) shall not apply to any punitive

damages in connection wth a case not involving

physi cal injury or physical sickness.

The term “damages received’”, as used in section 104(a)(2),
is defined as an anount received “through prosecution of a |egal
suit or action based upon tort or tort type rights, or through a

settlenment agreenent entered into in lieu of such prosecution.”

® The exclusions fromgross incone set forth in sec.
108(a) (1) are not applicable in this case.
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Sec. 1.104-1(c), Inconme Tax Regs. |In the context of a settlenent
agreenent, the nature of the claimthat was the basis for a
settlenment controls as to the question of whether danages are

excl udabl e under section 104(a)(2). United States v. Burke, 504

U.S. 229, 237 (1992).
The determ nation of the nature of a claimis a question of

fact. Robinson v. Comm ssioner, 102 T.C 116, 126 (1994), affd.

in part, revd. in part, and remanded on another issue 70 F.3d 34
(5th CGr. 1995). Wen a settlenent agreenent explicitly
al l ocates settl enent proceeds between danages for tort type
personal injuries and other types of damamges, that allocation my
be respected if a Court finds that it was the product of arms-
| ength, adversarial, and good faith negotiations. 1d. at 127.
However, where a taxpayer settles contract clains and tort
clainms for a |lunp-sum anount and neither the agreenent nor other
evi dence provides a basis to allocate any portion to tort clains
for personal injuries, the courts have decided that they are not
in a position to be able to nmake all ocations on the parties’

behal f. See Taggi v. United States, 35 F.3d 93, 96 (2d G r

1994); Reisman v. Comm ssioner, T.C Meno. 2000-173, affd. 3 Fed.

Appx. 374 (6th Cir. 2001). Under those circunstances, the
settl ement proceeds have been held to be includable in a

recipient’s incone. See, e.g., Mrabito v. Conm ssioner, T.C

Meno. 1997-315.
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Petitioner relies upon a letter received fromhis attorney
stating that Prudential was willing to “reclassify the $390, 000
dollars [sic] given to you in 1984 as a loan to a punitive damge
settlenment award in your lawsuit.” The rel ease, however, states
that the settlenment is for all clains that petitioner had
asserted in connection with his enploynent and his term nation.
The release is silent with respect to any allocation to a
particul ar claimand/or punitive damages.

For the $325,000 to be excluded under section 104(a)(2),
petitioner nmust neet a two-prong test and denonstrate: (1) That
the underlying cause of action giving rise to recovery is based
upon tort or tort type rights, and (2) that the damges were

recei ved on account of personal injuries. Conm Ssioner V.

Schleier, 515 U S. 323, 336-337 (1995). Unless both prongs are
met, the paynent is not excludable from gross inconme under
section 104(a)(2). I1d.

In that regard, petitioner has not shown that the underlying
cause of action that gave rise to recovery was based upon tort or
tort type rights. Mst of petitioner’s clains appear to be on
the basis of contractual rights. A tort is defined as a “‘civil
wrong, other than breach of contract, for which the court wll
provide a renmedy in the formof an action for damages.’” United

States v. Burke, supra at 234 (quoting Keeton et al., Prosser &

Keeton on the Law of Torts 2 (5th ed. 1984)). 1In the absence of
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a general Federal common |aw of torts or controlling definitions
in the Internal Revenue Code, we |l ook to State |aw to determ ne

the nature of the claimlitigated. United States v. Mtchell,

403 U.S. 190, 197 (1971): Erie R R _v. Tonpkins, 304 U.S. 64, 78

(1938) .
Al though petitioner’s clains for fraud and negli gent
m srepresentation may sound in tort, such clains generally
i nvol ve econonic | oss rather than personal injury.’” 1In that
regard, petitioner testified that his claimagainst Prudenti al
arose fromlost conmm ssions. He did not offer any alternate
reasons for his dispute and counterclains with Prudential.
Finally, concerning petitioner’s claimthat the settlenent
was for punitive damages, section 104(a) as in effect for the
year in issue specifically states that anmounts received on
account of personal injuries or sickness “shall not apply to any
punitive damages in connection with a case not invol ving physi cal
injury or physical sickness.”® There is no indication that

petitioner’s settlenent was based on physical injury or physical

" See Prosser, Law of Torts 5, at 683-684 (4th ed. 1971).

8 The 1989 anendnent adding this provision is effective for
anounts received after July 10, 1989, unless received (A) under a
witten agreenent, court decree, or nediation award in effect, or
i ssued on or before, July 10, 1989, or (B) pursuant to any suit
filed on or before July 10, 1989. Omi bus Budget Reconciliation
Act of 1989, Pub. L. 101-239, sec. 7641, 103 Stat. 2379. Because
t he di scharge of indebtedness occurred after July 10, 1989, and
was pursuant to an arbitration claimrather than the filing of a
suit, the amendnent applies to the discharge of indebtedness.
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sickness, even if it were for punitive damages. Accordingly, we
hol d that petitioner has not shown that he is entitled to exclude
t he $325,000 settlenent fromhis gross incone.

1. Commpdity and Option Tradi ng Activity

During the years under consideration, petitioner was a
successful stockbroker earning annual comm ssions ranging from
$200,000 to in excess of $1 mllion. |In addition, during the
years under consideration, petitioner clained to be in the trade
or business of trading options and commodities. Substantially
all of the transactions reported fromthis activity consisted of
option trading in three separate stock brokerage trading
accounts. The three accounts included one in petitioner’s nane,
one held jointly with Ms. Corrigan, and one in Ms. Corrigan’s
nanme. Likew se, the cost of goods sold reflected on the
Schedul es C was, in substantial part, the purchase price of the
options that had been sold. 1In addition to the cost of goods
sold, petitioner clained deductions for various expenses. The
activity was reported on the Schedul es C under the name “Corrigan
Enterprises”, and | osses were clainmed for 1987, 1988, 1989, and
1991 of $96, 098, $25,774, $124,073, and $34, 907, respectively.

Respondent determ ned that this activity produced capital
rather than ordinary gains and | osses. In addition, respondent
all ocated the gains and | osses between petitioner and Ms.

Corrigan in accord wth their ownership of the accounts,
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allocating to petitioner all the gains and | osses fromthe
account in his nanme only and one-half of the gains and | osses
fromthe joint account held wwth Ms. Corrigan. Respondent also
determ ned that the gains and | osses were short-term Finally,
respondent determ ned that petitioner had not substantiated the
deductions clainmed on the Schedul es C.

A. Substantiation of Schedul e C Deducti ons

Even if petitioner shows that he was engaged in a trade or
busi ness, he is obligated to show that deductions of expenses in
controversy are ordinary and necessary and were paid during the
year of deducti on.

Petitioner did not introduce evidence show ng that the
expenses deducted were ordinary and necessary and/or were paid
during the year of deduction. Therefore, petitioner is not
entitled to the deductions for expenses clainmed on the Schedul es
C for Corrigan Enterprises.

B. Deal er, Trader, or |nvestor

Ceneral ly, for Federal tax purposes, individuals who
purchase and sell securities have been characterized into one of
three categories: Dealers, traders, and investors. See Estate

of Yaeger v. Commi ssioner, T.C Meno. 1988-264, affd. on this

issue 889 F.2d 29 (2d Cir. 1989). Petitioner concedes that he is
not a dealer, so any gains and | osses would be capital in nature,

not ordinary. See sec. 1221(a)(6). The parties dispute whether
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petitioner is a trader or investor only because the expenses
petitioner claimed for Corrigan Enterprises would not be trade or
busi ness expenses if petitioner were an investor. Having found
that petitioner is not entitled to the deductions he clainmed for
Corrigan Enterprises, we need not determ ne whether petitioner is
a trader or investor.

[1l. Capital Gains and Losses

Al t hough petitioner attenpted to file joint Federal incone
tax returns, he was not entitled to do so because he and Ms.
Corrigan were divorced at the tinme he attenpted to file. Had
petitioner and Ms. Corrigan been entitled to file joint returns,
it would not matter that the gains and | osses fromthe joint
account and Ms. Corrigan’s account were netted with the gains
and losses in petitioner’s account. Because petitioner and Ms.
Corrigan were not entitled to file joint returns, we nust decide
whet her petitioner was entitled to report the gains or |osses
fromeach of the three accounts.

When transacted through a brokerage account, gains and
| osses fromthe sale of stock and options are reportable by the
owner of the account in the absence of any evi dence denonstrating
t hat another person is the true or equitable owner. See Ruth v.

Comm ssioner, 962 F.2d 14 (9th Cr. 1992), affg. w thout

publ i shed opinion T.C. Meno. 1991- 30.
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The gains and | osses in the three brokerage accounts were
all ocated by respondent according to which person owned the
account. At trial, petitioner testified that he was the sole
owner of all three accounts and was entitled to all the clained
| osses. His testinony, however, was inconsistent with the
allegations in his petition alleging a joint venture wwth Ms.
Corrigan on the accounts. To sonme extent, petitioner’s testinony
on this point was inconsistent. For exanple, he contradicted
himsel f as to whether the proceeds of sales in the account in
Ms. Corrigan’s nane were remtted to her. Petitioner did not
provi de any corroborating testinony or evidence supporting his
claimthat the account ownership, in substance, differed fromthe
form

Accordi ngly, we sustain respondent’s allocations of the
capital gains and/or losses fromthe three accounts.

| V. Deducti on of Paynments C ai mred as Brokerage Conm sSion
Rebat es

Wi |l e enpl oyed as a stockbroker during 1987 and 1988,
petitioner was responsible for servicing Smth Barney custoners,
including JLB Capital, a sole proprietorship owned by Bergman.
Petitioner earned $1,081, 313 and $321, 692 in conmi ssions from
that activity during 1987 and 1988, respectively. Al so for 1987

and 1988, petitioner clained reductions in incone for “rebates”
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to JLB Capital of $289,926 and $135, 000, respectively.?®
Petitioner contends that he rebated the anmounts to JLB Capital to
i nduce the purchases of certain syndicated stock offerings during
1987 and 1988.

It was not unusual for brokerage firns that offered
syndi cated stock to accept reduced commi ssions. That is on the
basis of the fact that conm ssions for syndi cated stock
transactions were generally larger than those for other stock
transactions. Petitioner reported the gross conm ssion income
received fromSmth Barney for his sales of syndicated stock to
JLB Capital. He reduced the anmobunt reported as incone by the
rebates or paynents nade to JLB Capital as an inducenent to trade
with him

Respondent contends that such paynents are not deductible
frompetitioner’s gross incone and, if allowable would, at very
nmost, be unrei nbursed enpl oyee expenses that may or nay not be
deductible as item zed deductions. Respondent also contends that
t hese paynments may be in violation of California securities |aw
and that rebates of comm ssions may result in disciplinary action

or suspension by the New York Stock Exchange. Respondent did not

° Even though petitioner could not substantiate the entire
anount reported on his tax returns, petitioner was able to
substantiate 85 percent of the clainmed anounts by neans of
cancel ed checks. Petitioner’s proffered evidence is sufficient
to show that the anmounts clainmed were paid. See Cohan v.

Comm ssioner, 39 F.2d 540 (2d G r. 1930).
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argue, however, that such paynents woul d not be deductible as
being illegal. See sec. 162(c)(2). Finally, respondent argued
that the paynents are not deductible as a rebate or price
reducti on because JLB Capital paid the comm ssions for its stock
purchases to Smth Barney under their custoner-broker business
rel ati onship.

The question we consi der focuses upon whether petitioner is
entitled to reduce the gross conm ssion incone received from
Sm th Barney or whether the paynments he nmade to JLB Capital are
deducti bl e as enpl oyee business item zed deducti ons from adj usted
gross incone. W agree wth respondent that in these
ci rcunstances petitioner is not entitled to reduce gross incone

by the paynents nade to JLB Capital. See Alex v. Conm Sssioner

70 T.C. 322 (1978), affd. 628 F.2d 1222 (9th Cir. 1980); see

also Pittsburgh MIk Co. v. Comm ssioner, 26 T.C. 707 (1956) (in

whi ch such a reduction of income was permtted in a two-party
transaction). Here, petitioner is an agent or enployee of Smth
Barney with whom JLB Capital and Bergman have contractua

rel ati onshi ps regardi ng stock trading and conm ssions. The

comm ssions received by petitioner in his role as a Smth Barney
enpl oyee and the paynents nmade to JLB Capital are not reductions

or rebates of the custoner’s conmm ssion paynents to Smth Barney.
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Therefore, the paynents are “three cornered’, and petitioner is
not entitled to a reduction fromgross incone. Alex V.

Conmi ssi oner, supra at 1224-1225.

Rebates may be al |l owabl e under section 162 as business
expenses if they are ordinary and necessary. The paynents in

Al ex v. Conm ssioner, supra, were not deducti bl e because of the

prohi bition against illegal deduction in section 162(c)(2). The
paynments made by petitioner here were not “illegal” within the
meani ng of section 162(c) and are ordi nary and necessary expenses
incurred in petitioner’s trade or business of being an enpl oyee.

As to respondent’s argunent that petitioner could have
sought rei nbursenent for rebate-like paynents to Smth Barney
custoners, the record does not support a conclusion that the
paynents were rei nbursable. Respondent’s argunents on this point
are internally inconsistent. Respondent, on one hand, points out
that the paynent may have violated California |law and/or the
rules of the New York Stock Exchange. On the other, respondent
contends that these paynents woul d be rei nbursable. The possible
i npropriety of the paynments would seemto dictate that such
anmount woul d not be reinbursable. Further, it is obvious from
petitioner’s testinony, and we find on the record before us, that
t he paynents were not reinbursable.

Petitioner is entitled to deduct the amounts paid to JLB

Capital. The deduction however is not fromgross incone because
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section 62(a)(1l) provides that such deductions, being
attributable to petitioner’s enploynent, are allowabl e as
item zed deductions from adjusted gross incone. See sec. 63(a).
Accordingly, we find that subject to certain limtations,
petitioner is entitled to deduct item zed enpl oyee deductions on
Schedul es A of $289,926 for 1987 and $135, 000 for 1988.

V. Sale of Residence

Under former section 1034, which was in effect for
petitioner’s 1987 tax year, taxpayers were able to defer gain
realized fromthe sale of their principal residence if they
purchased a replacenent residence and net certain other
conditions. Section 1034, in pertinent part, provided:

SEC. 1034(a). Nonrecognition of Gain.—If
property (in this section called “old residence”) used
by the taxpayer as his principal residence is sold by
himand, within a period beginning 2 years before the
date of such sale and ending 2 years after such date,
property (in this section called “new residence”) is
pur chased and used by the taxpayer as his principal
residence, gain (if any) fromsuch sale shall be
recogni zed only to the extent that the taxpayer’s
adj usted sales price (as defined in subsection (b)) of
the ol d residence exceeds the taxpayer’s cost of
pur chasi ng the new residence.

Respondent’s sole contention with regard to the sale of
petitioner’s residence is that if petitioner abandoned the Wl nut

Creek residence and had a new “principal residence” before the

10 Sec. 1034 was repealed in connection with the Taxpayer
Relief Act of 1997, Pub. L. 105-34, sec. 312(a) and (b), 111
Stat. 836, 839.
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time of the sale, section 1034 does not apply to defer any gain

fromsale. Respondent relies on Perry v. Conm ssioner, 91 F.3d

82 (9th Gr. 1996), affg. T.C. Meno. 1994-247. Accordingly, the
sol e question we consider is whether the Wal nut Creek residence
was petitioner’s “principal residence” for purposes of section
1034. In the Perry case, the taxpayer had, because of a divorce,
|l eft the honme in question approxinmately 3 years before its sale.
In that case, the Court of Appeals for the Nnth Grcuit held
that the hone was not the taxpayer’s principal residence because
he had left it several years before it was placed for sale and
sold. In other words, the taxpayer had ceased to “physically
occupy and live in the house” long before it was intended to be
sold. 1d. at 85. On the basis of that reasoning in Perry, it
appears that the taxpayer would not have net the 2-year before
and after rule of section 1034.

In this case, petitioner and Ms. Corrigan used the Wl nut
Creek honme as their principal residence until sonme tinme in 1986
when they decided to sell it and each of them noved to new
resi dences, one of which was jointly purchased by petitioner and
Ms. Corrigan. Unlike the taxpayer in Perry, petitioner did not
cease using the Wal nut Creek hone as his principal residence
several years before and then decide to sell it and reinvest in
anot her hone. Petitioner and Ms. Corrigan noved to new

resi dences and sold the Wal nut Creek property within a relatively
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short tinme (well within the 2-year requirenment of section 1034).
Thus, petitioner did not have nore than one “principal
residence”. Sec. 1.1034-1(c)(3), Incone Tax Regs.

Consi dering the above principles and the record in this
case, the Wal nut Creek property was petitioner’s principal
resi dence. Respondent does not contend that any other
requi renent of section 1034 was not satisfied. Accordingly,
petitioner was entitled to defer any gain realized on the 1987
sal e of that property.

VI . Deducti on of Losses From Horse Breedi ng Activity

Petitioner claimed | osses for 1987 through 1991 of $88, 047,
$40, 811, $65, 647, $116, 737, and $27, 351, respectively, fromthe
operation of the JAC Ranch. The | osses were cl ai ned on what
purported to be joint returns filed by petitioner and Ms.
Corrigan. Because the horse breeding activity to which these
clainmed | osses are attributable was operated by and in the nane
of Ms. Corrigan, and because petitioner was not entitled to file
a joint return, he now contends that he and Ms. Corrigan
operated the activity as a joint venture, and that he is entitled
to claimall of the |losses reflected on the purported joint
returns for 1987 through 1991.

Respondent disallowed the losses in their entirety, and the
parties’ dispute concerns the question of whether petitioner was

entitled, as a joint venturer, to all of the |osses for the horse
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breeding activity at the JAC Ranch. The parties have not
addressed the question of whether the | osses are correct in
anount or whether the activity was operated with the intent to
make a profit. Respondent’s position that petitioner was not a
joint venturer is based upon the record and certain other
factors. W agree with respondent that petitioner has failed to
show that the horse breeding activity was a joint venture between
petitioner and Ms. Corrigan.

Initially, we note that the purported joint returns reflect
that the horse breeding activity was operated by Ms. Corrigan as
a sole proprietorship. Her nane al one was reflected on the
Schedules C. By contrast, petitioner’s nanme was the only one
reflected with respect to his clained option trading activity.
This is a potent indication that Ms. Corrigan was the sole
operator and proprietor of the horse breeding activity.

Respondent al so points out that for a partnership or joint
venture to exist there should be (1) an agreenent to share profit
and | osses, (2) a comunity of interest in the undertaking, and
(3) aright of control over the activity. See, e.g., Joe

Bal estrieri & Co. v. Conm ssioner, 177 F.2d 867, 871 (9th G

1949) (simlar Federal statutory requirenents exist), affg. a
Menor andum Opi ni on of this Court; see also sec. 7701(b).
In that regard, petitioner has not shown that he had a right

to participate in managenent or to control the activities at the
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JAC Ranch. Although petitioner did provide funding to Ms.
Corrigan for the operation of the activity, there is no show ng
that the character of these advances was debt or equity. Even if
t he advances constituted an equity interest, that would not
necessarily entitle petitioner to share in profits and | osses.

Petitioner has alleged that there was a witten agreenent
between himand Ms. Corrigan regarding the sharing of profits
and | osses, etc. No such agreenent was produced, and no
corroborating evidence was provided in support of petitioner’s
self-serving all egations.

In view of the foregoing, we hold that petitioner has not
shown that he is entitled to claimlosses fromthe horse breeding
activity.

V. Unreported | ncone

Respondent determ ned that petitioner failed to report
various itens of incone, including dividends, interest, State
i ncone tax refunds, and royalties during the years in issue.
Wth the exception of a $1,902 adjustnment that respondent now
concedes was in error, petitioner has failed to present any
evi dence to show that respondent’s determ nation was in error
The net amounts of unreported inconme for 1987, 1989, 1990, and
1991 are $44, $5,587, $15, and $26, respectively. For 1988,
respondent determ ned that petitioner overstated the various

items of income by a net anmpbunt of $539.
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CGenerally, petitioner is obligated to show that respondent’s
determnation is in error. There are exceptions to that rule,
one of which may concern the determ nation that there is
unreported inconme. Under the holdings of the Court of Appeals
for the Ninth Crcuit (to which an appeal would normally lie for
petitioner), the Comm ssioner is required to make a threshold

evidentiary foundation to support a determ nation of unreported

income. See Weinerskirch v. Conm ssioner, 596 F.2d 358 (9th Gr
1979), revg. 67 T.C. 672 (1977). Respondent has made a
sufficient showing to shift to petitioner the obligation to show
that respondent’s determnation is in error, which petitioner has
failed to do. \Wierefore, respondent’s determ nation of
unreported or overstated m scel |l aneous incone itens i s sustained.

VI, | tem zed Deducti ons

A. Mor t gage | nt er est

Respondent nade determ nations regarding petitioner’s
item zed deductions for nortgage interest for the years under
consi deration. Respondent has conceded that petitioner is
entitled to nortgage interest deductions of $33,799, $21, 308. 24,
$36, 816. 24, and $35,558.04 for 1988, 1989, 1990, and 1991,
respectively. Petitioner appears to have contested the 1987
nort gage interest deduction for the Tel egraph Avenue property.
In that regard, respondent conceded that petitioner is entitled

to $24,824.63 of nortgage interest attributable to the Tel egraph
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Avenue property for 1987. The remai ning nortgage interest
deductions for 1987 is not conceded, and petitioner has provided
no evi dence or argunent to show entitlenment to nortgage interest
deductions in excess of those allowed or conceded by respondent.
Accordingly, petitioner is not entitled to nortgage interest
deductions in excess of those allowed by respondent.

B. Casualty Losses

Petitioner clained casualty |losses attributable to theft of
$21, 000 and $31,860 for 1987 and 1991, respectively. Section
165(a) permts a deduction for |osses not conpensated for by
i nsurance or otherwise. The loss for a casualty, however, is
subject to limtations. The |oss may be allowable for 1987 to
the extent that it exceeds $100. Sec. 165(h)(1). In addition,
the loss is deductible only to the extent that it al so exceeds 10
percent of a taxpayer’s adjusted gross incone. Sec. 165(h)(2).

Applying those rules to petitioner’s $21, 000 cl ai ned
casualty loss for 1987, the amobunt woul d not exceed the statutory
thresholds or limtations. First, the claimis limted to
$20, 900 ($21, 000, less the $100 threshold). Second, because
petitioner’s adjusted gross i ncome was approxi mately $495, 000,
the 10-percent limtation would preclude any deduction for a
casualty loss of |less than $49,500. Accordingly, petitioner is

not entitled to an item zed casualty | oss deduction for 1987.
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Wth respect to petitioner’s $31, 860 casualty |oss that he
clainmed for 1991, he testified that this was Ms. Corrigan’s | oss
and that there was an insurance recovery. Accordingly,
petitioner is not entitled to any part of the $31,860 casualty
| oss that he clainmed for 1991.

C. Enpl oyee Expenses

Petitioner clained deductions for each year at issue in
connection with his enploynent. The deductions concerned travel,
meal s, and ot her enpl oyee-type expenses.

A taxpayer may deduct ordinary and necessary business
expenses incurred in conducting a trade or business. Sec.
162(a). The term “trade or business” includes the trade or

busi ness of being an enployee. Prinuth v. Conm ssioner, 54 T.C.

374, 377 (1970). Section 274, however, limts deductions for
entertai nment and recreation that would otherwi se be all owabl e
unless it is established that the expenditures were directly
related to or preceding a bona fide business discussion and were
associated wth the active conduct of a taxpayer’s trade or

busi ness. See sec. 274(a)(1)(A). A deduction is allowed for
meal s only if such expenses are not |avish and the taxpayer is
present when such neals are furnished. Sec. 274(k)(1). In
addition, section 274(d) limts such deductions to those that can
be substantiated by adequate records or other evidence

corroborating the anount of the expenditure, the tinme and pl ace
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of the travel, entertainnent, etc., the business purpose, and the
busi ness rel ati onship of persons being entertained.

Petitioner clained to have | ogs and ot her docunentary
evi dence regardi ng these cl ai ned expenses, but he did not produce
themor offer theminto evidence. Because of the rigorous
requi renents for substantiation for expenses of this variety, his
uncorroborated testinmony will not suffice, and we accordingly
sustain respondent’s determ nation disallowng petitioner’s
travel, entertainnent, and rel ated expenses.

| X. Dependency and/ or Personal Exenptions

On his 1987 through 1991 returns, petitioner clainmed
dependency exenptions for his four children and a personal
exenption for Ms. Corrigan. Respondent conceded that petitioner
was entitled to file his returns as head of household for 1987
t hrough 1991, and that petitioner was entitled to dependency
exenptions for David in 1987 through 1989, Erin in 1987 through
1991, Robert in 1987 and 1991, and Any in 1991. All other
dependency exenptions and the personal exenptions have not been
conceded and were determ ned not all owable by respondent.

Section 151(c) provides for a deduction for each dependent
(as defined in section 152). A “dependent”, anong ot hers, can be

a son or daughter “over half of whose support, for the cal endar
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year in which the taxable year of the taxpayer begins, was
received fromthe taxpayer (or is treated under subsection (c) or
(e) as received fromthe taxpayer)”. Sec. 152(a).

The circunstances of this case are such that petitioner
provided all the support to his children and Ms. Corrigan, who
had no source of inconme and was dependent upon petitioner for the
children’ s expenses and those of her horse breeding activity.
During the years in question, petitioner was divorced and Ms.
Corrigan was awarded custody of the children who had not reached
majority. Petitioner’s son Robert was 19 in 1988, resided with
petitioner, and attended school for at |east 5 nonths during each
of the years in controversy. Any was a mnor and resided with
Ms. Corrigan.

In addition, Ms. Corrigan, who had no ot her source of
i ncome, subscribed to the joint returns in which dependency
exenptions were claimed for all of the children. This act by
Ms. Corrigan is tantanount to her consent in allow ng petitioner
to claimthe exenptions. These circunstances conformto the
substance of Form 8332, Release of Claimto Exenption for Child
of Divorced or Separated Parents, and neet the requirenents for a
noncust odi al parent claimng dependency exenptions under section

1.152-4T(a), QA-3, Tenporary Incone Tax Regs., 49 Fed. Reg.
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34459 (Aug. 31, 1984). Cf. MIller v. Conm ssioner, 114 T.C 184,

188-189 (2000), affd. on other grounds sub nom Lovejoy v.

Comm ssi oner, 293 F. 3d 1208 (10th G r. 2002).

Accordingly, petitioner is entitled to claimdependency
exenptions for Any in 1987 through 1991 and for Robert in al
years including 1988, 1989, and 1990 (the years deni ed by
respondent) .

Wth respect to Ms. Corrigan, petitioner is not entitled to
claima personal or dependency exenption because they were
di vorced, and she did not reside in his household. Secs. 151(b),
152(a) (9).

X. Neqgl i gence Additions to Tax and Accur acy-Rel at ed
Penal ti es

For 1987 and 1988, respondent determ ned that petitioner was
liable for an addition to tax for negligence under section
6653(a) (1) equal to 5 percent of the underpaynent. For 1987,
respondent al so determ ned that petitioner was |iable under
section 6653(a)(1)(B) for an anmount equal to 50 percent of the
i nterest payable on the portion of the underpaynment attributable
to negligence. For 1989 through 1991, respondent determ ned that
petitioner was |liable for a 20-percent accuracy-related penalty
under section 6662(a) due to negligence or intentional disregard

of the rules or regulations. The standards and principles
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regardi ng these penalties are substantially simlar, and,
accordi ngly, we conbine our discussion of whether respondent’s
determ nation shoul d be sustai ned.

Negl i gence has been defined as “the | ack of due care or the
failure to do what a reasonabl e and prudent person would do under

simlar circunstances.” Allen v. Conmni ssioner, 925 F.2d 348, 353

(9th Gr. 1991), affg. 92 T.C. 1 (1989); Znuda v. Conm Sssioner,

731 F.2d 1417, 1422 (9th Cir. 1984), affg. 79 T.C. 714 (1982).
Negl i gence includes the “failure to make a reasonable attenpt to
conply with the provisions [of the Internal Revenue Code]” and/or
to exercise ordinary and reasonable care in the preparation of a
tax return. Secs. 6653(a)(3), 6662(c); sec. 1.6662-3(b)(1),

I ncone Tax Regs. “Disregard” includes any carel ess, reckless, or
intentional disregard. Secs. 6653(a)(3), 6662(c); sec. 1.6662-
3(b)(2), Incone Tax Regs.

The accuracy-rel ated penalty under section 6662 does not
apply with respect to any portion of an underpaynent for which
there was reasonabl e cause and the taxpayer acted in good faith.
Sec. 6664(c)(1l). Wiether a taxpayer acted with reasonabl e cause
depends on the facts and circunstances. Sec. 1.6664-4(b)(1),
| ncone Tax Regs. The nost inportant factor to be considered is
the extent of the taxpayer’s efforts to determ ne the proper
income tax liability. 1d. Wth respect to 1987 and 1988,

section 6653(a)(1l) provides that the 5-percent addition to tax
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applies to the entire underpaynent if any part of the
under paynment is due to negligence or disregard of rules or
regul ati ons.

Respondent contends that petitioner’s failure to maintain
adequat e books and records and to provide themto respondent
supports the determ nation that petitioner was negligent. See
sec. 1.6662-3(b)(1), Incone Tax Regs. W agree wth respondent
that petitioner failed to nmaintain and to provide respondent or
the Court adequate records with respect to the claimed deductions
in connection with his option trading, travel, entertai nnment, and
meal s. I n addition, respondent contends that petitioner was
negligent in connection with the exclusion of the anount received
in settlenment of his relationship with Prudential. Finally,
negl i gence has been asserted with respect to petitioner’s
claimng ordinary | osses in connection with his option trading.

Wth respect to the exclusion of the settlenent, petitioner
contends that he relied on his attorney’ s advice that the
settlenment was for punitive damages. The attorney’s letter,
however, nerely advised petitioner of the characterization of the
settlenment, not of the tax consequences. In addition, the
relevant law for the year in issue provided that punitive damages
wer e excludable fromgross incone only if arising from physical

injuries or physical sickness. Accordingly, it was not
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reasonabl e for petitioner to exclude the settlenment on the basis
of his attorney’s characterization of the settlenent as for
puni tive damages.

Wth respect to the disall owed deductions, the negligence
penalty or addition to tax applies, and petitioner has not shown
reasonabl e cause. His negligence is on the basis of his failure
to maintain records and failure to conply with rules or
regul ations. As to petitioner’s claimof ordinary |oss status
for his option trading activity, his business experience as a
st ockbr oker and educati onal background placed petitioner in a
position where he knew or should have known that his activity was
not entitled to ordinary loss treatnment. See, e.g., \Valker v.

Conmi ssioner, T.C. Menp. 1990-6009.

Xl. Substantial Understatenment Liabilities?!!

Section 6661, as applicable for 1987 and 1988, 2 provi des
for a 25-percent addition to tax for substantial understatenents

of tax liability. See Pallottini v. Conm ssioner, 90 T.C 498,

11 Respondent had determ ned that the fraud penalty applied
for each of the taxable years. As an alternative, respondent
determ ned that the substantial understatenment penalty applied in
each year. Respondent conceded that the fraud penalty does not

apply.

12 Sec. 6661 was repealed for years with return due dates
after Dec. 31, 1989, and recodified in sec. 6662.
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503 (1988). Section 6662(a) provides for a 20-percent addition
to tax for tax years with return due dates after Decenber 31
1989. 13

Petitioner bears the burden of showi ng that respondent’s
i nposition of these additions to tax is erroneous. Rule 142(a);

Tweeddal e v. Comm ssioner, 92 T.C 501, 506 (1989). Section 7491

is not applicable in this case because the audit of petitioner’s
returns began before July 22, 1998.

An understatement is “substantial” if the anount of the
understatenent for the applicable year exceeds the greater of 10
percent of the tax required to be shown on the return or $5, 000.
Sec. 6661(b)(1)(A). Under section 6661, an “understatenent” is
defined as the excess of the tax required to be shown on the
return over the anmount of tax that is shown on the return reduced
by any rebate within the neaning of section 6211(b)(2). Sec.
6661(b) (2) (A).

The amount of the understatenent is reduced by the portion
of the understatenent attributable to the tax treatnent of any
itemif there is or was substantial authority for the treatnent,

or if there was adequate disclosure of the relevant facts

13 Because the sec. 6662 penalty applies to negligence and
substantial understatenents, and we have found that petitioner
was negligent with respect to all inproperly reported itens, we
need not discuss sec. 6662 any further.



- 40 -
affecting the treatnent of the itemin the return or a statenent
attached to it. See sec. 6661(b)(2)(B); sec. 1.6661-3(a)(1),
| ncome Tax Regs., T.D. 8017, 1985-1 C B. 379.

Petitioner did not file a brief or provide at trial any
authority (substantial or otherw se) regarding any of the
adj ustnents by respondent for the taxable years under
consi deration. Accordingly, we consider whether petitioner’s
return contained adequate disclosure with respect to any of the
adj ustnments by respondent. The adequate discl osure requirenment
under the regul ations applicable for 1987 and 1988 is that the
di scl osure nmust show, inter alia: “The facts affecting the tax
treatment of the item (or group of simlar itens) that reasonably
may be expected to apprise the Internal Revenue Service of the
nature of the potential controversy concerning the tax treatnent
of the item (or itens).” Sec. 1.6661-4(b)(1)(iv), Incone Tax
Regs., T.D. 8017, 1985-1 C. B. 382.%

Concerni ng the cl ai med ordi nary business deductions or
| osses fromstock trading activity, petitioner reported that he

was in the trade or business of buying and selling options, but

14 We decide these itens on an itemby-item basis and,
ultimately, the parties’ Rule 155 conputation will be necessary
to finally decide whether the threshold for application of the
substantial understatenment addition applies in any of the years
under considerati on.
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he was not and he failed to disclose that he was a broker or

dealer in options. See, e.g., Little v. Conm ssioner, T.C Meno.

1993-281, affd. 106 F.3d 1445 (9th G r. 1997).

In conjunction with the option trading question, we
al | ocated between petitioner and Ms. Corrigan the capital
gai ns/l osses fromthree separate accounts for 1987, 1990, and
1991. We note that of the three accounts in question, one was in
petitioner’s nanme, one in Ms. Corrigan’s, and one was jointly
hel d between petitioner and Ms. Corrigan. Petitioner and Ms.
Corrigan (fromwhom he was divorced at all pertinent tines)
attenpted to file joint returns for 1987 through 1991. As a
matter of law, they were not entitled to do so. Accordingly, we
hel d that petitioner was not entitled to conbine the gains and
| osses of the three accounts for reporting purposes. There was,
however, no disclosure made on the returns indicating that
petitioner and Ms. Corrigan were divorced or that they were
otherwise justified in filing a joint return. Likew se, it was
not reasonable to claimjoint filing status at a tine when
petitioner knew he was divorced. There was therefore no adequate
di scl osure or reasonabl e cause for the position reported by
petitioner. W accordingly hold that the substanti al
understatenent addition is applicable with respect to this

adj ustnent for 1987.
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Next, we consider the brokerage comm ssion rebates that
petitioner failed to include in gross inconme for 1987 and 1988.
The question we consider with respect to those adjustnents is
whet her there was adequate di sclosure of such reductions from
gross incone. Petitioner disclosed on his returns that he was
reduci ng his income by the anmount of the rebates reflected on the
Forns 1099 he issued and thus adequately disclosed his position.
Accordingly, petitioner is not subject to the substanti al
understatenent additions to tax for 1987 and 1988 wth respect to
the understatenment attributable to the rebate determ nation

The adj ustnent concerning petitioner’s claimthat he is
entitled to deduct all of the |losses fromthe horse breeding
activity at JAC Ranch for 1987 through 1991 is one that |ikew se
was dependent as a threshold matter upon petitioner’s being able
to file ajoint return with Ms. Corrigan. As already explai ned,
there was no disclosure on the returns that petitioner and Ms.
Corrigan were divorced and, therefore, not entitled to file a
joint return. Likewse, it was not reasonable to claimjoint
filing status at a tinme when petitioner knew he was divorced.
Accordingly, petitioner nmay be subject to the substanti al
understatenent additions to tax for 1987 and 1988 as to the

| osses clained fromthe JAC Ranch
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We have found that petitioner failed to report certain itens
of income, including interest and tax refunds. These anounts
were not disclosed on the return, and it was not reasonable for
petitioner to fail to report these itens, especially in |ight of
the fact that Forns 1099 were issued with respect to them W
therefore hold that the substantial understatenent addition to
tax may be applicable with respect to these incone adjustnents
for 1987 and 1988.

Petitioner clained various item zed deductions i ncl uding
nortgage i nterest, enployee expenses, and casualty | osses.
Respondent has agreed that petitioner is entitled to nortgage
i nterest deductions in each year in anounts that are |ess than
t he amount cl ained by petitioner. Respondent also disallowed
casualty losses in 2 years due to failure to exceed the statutory
threshold and failure to substantiate. Finally, respondent
di sal l owed petitioner’s clai med enpl oyee busi ness expenses for
travel, entertainnent, and neals. Wth respect to each category,
petitioner failed to substantiate amobunts in excess of those
al | oned by respondent or failed to adequately substantiate any
anount with respect to the enpl oyee busi ness expenses and the
casualty | osses. Petitioner has not shown a reasonable basis or

adequate di sclosure for those itens, and, accordingly, to the



- 44 -

extent that a substantial understatenent exists, the addition to
tax or penalty applies with respect to these itens for 1987 and
1988.

As to whether petitioner adequately disclosed or had a
reasonabl e basis for claimng Ms. Corrigan’ s personal exenption,
it is clear that he did not and that the substanti al
understatenent penalty may apply for this itemfor 1987 and 1988.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




